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l. Summary:

Committee Subgtitute for Senate Bill 2192 revises various provisions reaing to the authority of
the Department of Insurance in regulating the solvency of insurers and HMOs and other
managed care entities, as well as providing for the transfer of HMO payment obligations to other
entities, and the payment of dividends or distributions by HMOs.

Under current law, the Department of Insurance (Department) has specified procedures when it
determines through financia reports, examinations, or other sources that an insurance company
or hedlth maintenance organization (HMO) has failed certain solvency tests or is otherwise in
unsound financid condition. The department may place such entities of *unsound condition”
under adminidrative supervison. Adminidrative supervison alows the department, with the
consent of afinancidly troubled company, to supervise the management of the company inan
attempt to cure the company’ s troubles rather than close it down.

The grounds for placing an insurer or HMO under adminigtrative supervision are expanded
under this bill to include the grounds for rehabilitating a company through a delinquency
proceeding, and the Department is authorized to adopt rules defining standards of hazardous
financia condition and corrective action smilar to the mode adopted by the Nationa
Association of Insurance Commissioners. The bill providesthat an order placing a company
under adminigtrative supervison could not be stayed during review by the Department.

Hedlth Maintenance Organizations would be required to include in the actuaria certification of
their annua report an assurance that they have adequately reserved for ligbilities associated with
trandfers of payment obligations. Such organizations would not be permitted to exclude ligbilities
associated with these transfersiif the provider has not received payment, unless the payment
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obligations are secured by afinancid insgrument. Health maintenance organizations would dso
no longer be required to file a quarterly report for the 4th quarter.

Hedlth maintenance organizations could invest a portion (5% of admitted assets or 25% of excess
aurplus, whichever isless) of their excess surplusin investments not specificaly authorized

under current law as long as the investment is not aready expresdy prohibited by Chapter 641,
F.S. Thiswould adlow HMOsto invest in amilar types of investments as insurers are dlowed to
do currently.

Unless prior written approval is obtained from the Department of Insurance, HMOs would be
prohibited from paying dividends to stockholdersif payment would creste negetive retained
earnings. Dividends equd to or less than the greater of 10 percent of retained earnings or prior
year net income would be permitted if surplusis 115 percent of the minimum reguirement, and
the Department is notified 30 days prior to payment. Criteria adso would be established for the
Department to consider before approving certain dividend or distribution payments.

The hill further darifies current law provisons relating to charitable gift annuities by remedying
the method for caculating reserves and by clarifying the types of assetsin which reserves and
surplus may be invested. Findly, workers compensation insurers would be alowed to calculate
ligbilities under permitted practice provisons currently alowed in some instances by the
Department of Insurance.

This bill subgtantidly amends the following sections of the Florida Statutes: 624.404, 624.80,
624.81, 624.84, 625.041, 627.481, 641.26, 641.35, 641.365, and 641.19.

Il Present Situation:

Insurersand Health Maintenance Organizations

The Florida Insurance Code' regulates the business of insurance in the state. Under the Code, the
Department of Insurance (Department) has awide range of options when it determines through
financia reports, examinations, or other sources that an insurer hasfailed, or isa risk of faling,
any of the solvency tests or is otherwise in unsound financia condition. Generd powers of the
Department include the authority to suspend or revoke an insurer’ s certificate of authority;

impose adminidrative fines; issue cease-and-desist orders; and remove, suspend, or restrict the
activities of those individuas operating or directing the affairs of the insurer.

In addition to these general powers, the Department may place insurers of “unsound condition” 2
under administrative supervisior® or attempt to place the insolvent insurer in receivership, with

! Chapters 624-632, 634, 635, 641, 642, 648, and 651 constitute the "Florida Insurance Code" S. 624.01, F.S.

2 "Unsound condition” means any of the following conditions: (a) The insurer's required surplus, capitd, or capita stock is
impaired to an extent prohibited by law; (b) Theinsurer continues to write new business when it has not meintained the
required surplus or capitd; or (c) The insurer attempts to dissolve or liquidate without first having made provisions,
satisfactory to the Department, for ligbilities arising from insurance policiesissued by theinsurer. (s. 624.80(2), F.S.)

3 « Adminigtrative supervision” is an administrative proceeding initiated by the Department directing an insurer that is
exceeding its powers or is of unsound condition to take certain corrective actions. (s. 624.81(2), F.S.) Thisisin contrast to a
“receivership,” ajudicid proceeding in which a court places an insolvent insurer under the control of the Department to
preserve its assats for the benefit of affected parties. (ch. 631, F.S))
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or without the consent of the insurer.* Administrative supervision is an administrative proceeding
in which the Department, with the consent of afinancidly troubled insurance company,
supervises the management of the insurance comparny in an attempt to cure the company’s
troubles rather than close it down. Recaivershipisajudicid proceeding in which the Department
is placed in control of the insurer for the purpose of rehabilitating or liquidating the insurer. The
Department may seek to be appointed Receiver® through a delinquency proceeding in court for
the purpose of rehabilitating an impaired insurer or, if rehabilitation is unsuccessful or otherwise
inappropriate, liquidating the insolvent company. The primary god of rehabilitation isto restore
the financia solvency of the insurer while the primary god of liquidation is to secure and
maximize the assets of the insolvent company for the benefit of its policyholders.

Under present law, the Department of Insurance regulates heath maintenance organization
(HMO) finances, contracting, and marketing activities under part | of ch. 641, F.S,, whilethe
Agency for Hedth Care Adminigtration regulates the quality of care provided by HMOs under
part I11 of ch. 641, F.S. Before receiving a Cettificate of Authority from the Department, an
HMO must receive a Hedlth Care Provider Certificate from the Agency. Any entity that is issued
a certificate under part 111 of chapter 641, F.S., and that is otherwise in compliance with the
licensure provisions under part |, may enter into contracts in Florida to provide an agreed-upon
set of comprehensive hedlth care services to subscribers in exchange for a prepaid per capita sum
or prepaid aggregate fixed sum. Under s. 641.284, F.S., the administrative supervison and
delinquency provisions described in this analysis apply to HMOs and are the “sole” and
exclusve means of liquidating, reorganizing, rehabilitating, or conserving an HMO.

Adminigtrative Supervision

The Department may place an insurer and HMO® under administrative supervision if, upon
examination or at any other time, the Department determines that:

the insurer isin *“unsound condition;”

the methods or practices of the insurer render the continuance of its business hazardous to
the pubic or to itsinsureds; or

thei 7nsurer has exceeded its powers granted under its certificate of authority or applicable
law.

Fifteen days from the date of the notice of the department’ s determination to place the insurer
under adminigrative supervison, the company must submit a corrective action plan to the
Department to remedy the conditions st forth in the notice® If the insurer does not submit such a

* Pat VI of Ch. 624, F.S.

® A receiver is“aperson appointed by acourt for the purpose of preserving property of a debtor pending an action against
him, or applying the property in satisfaction of a creditor’s claim, whenever thereis danger that, in the absence of such an
appointment, the property will belost, removed or injured.” Black’s Law Dictionary, 7th Ed. 1990. In this case, the debtor is
the insolvent insurer and the creditor isthe claimant policyholder (and/or others such as lenders, lienholders, and contractors).
Sincethe Recelver in addinquency proceeding under Ch. 631, F.S., may exercise powers and duties beyond the scope of a
traditional recaver, s. 631.011(15), F.S, defines“Receiver” to mean receiver, liquidator, rehabilitator, or conservator.

% For purposes of this section of the analysis, the term “insurer” appliesto HMOs.

"5.62481(2), FS.

85.62481(3),FS.
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plan, then the Department can impose a corrective plan. The Department may require insurers to
obtain its gpprova before engaging in certain activities, including disposing of any assats,
investing funds; lending, transferring, or withdrawing funds; incurring debts; entering into
reinsurance contracts; terminating policies; releasing premium deposits, or merging with another

company.®

An insurer may contest an action or proposed action while under supervison on the ground that
it would not result in improving its condition.'® The request will stay the action pending
reconsderation by the Department. If the Department upon reconsideration upholds the action,
then the stay will be lifted. The insurer would then be entitled to challenge the action of the
Department in an adminigtrative hearing under the Adminigtrative Procedure Act (ch. 120, F.S).

Credit for Reinsurance

Insurance companies authorized in Florida that buy reinsurance are dlowed to receive credit on
thair financia statementsif the reinsurance is atype that is authorized, accredited or trusteed.™
For example, an insurer islimited by state law as to the amount of premiums it may writeasa
percentage of its surplus ("premium to surplusratia”). By buying reinsurance and ceding
premiums to a reinsurer, the insurance company may obtain credit on its financid statements and
deduct the ceded premiums from its net premium to surplus limitations. The insurer buying the
reinsurance is referred to as the ceding insurer and the reinsurer is referred to as the assuming
insurer. The term “gpproved reinsurer” is no longer used in the context of reinsurance.

Charitable Gift Annuities

Charitable entities in Florida are permitted under current law to issue charitable 9ift annuities as
ameans of supporting their organizations and providing income to their donors.*? Floridalaw
requires charities that issue such annuities to comply with certain requirements, including the
maintenance of minimum reserves and surplus. The statute dso sets forth the types and the
diversfication of the assets that support such reserves and surplus, which are the same asthe
requirements relating to insurance companies. Companies that issue charitable gift annuity
agreements must notify the Department and certify that they are in compliance with the
provisons of law on an annual basis. According to representatives with the Department, the
current law does not provide a clear and understandable method for calculating reserves and the
law is unclear as to the types of assets in which the reserves and surplus may be invested.

Special Disability Trust Fund

The Specid Disahility Trust Fund, or "second-injury fund,” is established in chapter 440, F.S,,
the workers compensation law.™® The SDTF was created to facilitate the reemployment of a
worker with a disability or reemployment of aworker following an injury by reducing an
employer's insurance premium for reemploying an injured worker and decreasing litigation

%S 62483, FS
105 624.84,F.S.
115624610, FS.
125 627481 FS.
133 44049, F.S.
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between carriers concerning apportionment issues. In addition, the SDTF was created to protect
employers from excess ligbility for compensation and medical expenseswhen aninjury toa
physicdly disabled worker mergers with, aggravates, or accelerates a preexisting permanent
physica imparment.

The Divison of Workers Compensation, within the Department of Labor and Employment
Security isresponsible for the adminigration of the SDTF. In 1997, the SDTF was terminated
prospectively, for accidents occurring on or after January 1, 1998, and its assessment rate for
insurers and self-insurers was capped at a4.52 percent cap.** The SDTF is maintained by an
annua assessment on net premiums upon insurance companies writing workers compensation in
Florida, commercid sdf-insurers, the assessable mutuds, and the sdf-insurers. The assessments
are payable on aquarterly basis. The Division of Workers Compensation is required to estimate
annudly in advance the amount necessary to maintain the SDTF. Pursuant to s. 440.49(9), F.S,,
the assessment is cal culated to produce during the following calendar year an amount which,
when combined with that part of the balance in the SDTF, on June 30 of the current fisca year
which isin excess of $100,000, is equd to the average of:

1 The sum of disbursements from the SDTF during the immediate past 3 years, and
2. Two times the disbursement of the most recent calendar yeer.

The SDTF discounted liability, as of September 30, 2001, is estimated to be $1.42 billion. The
specified insurance companies noted above must pay off this deficit by paying SDTF
assessments at the maximum rate of 4.52 percent of premium until the deficit is extinguished
which is projected to be necessary for many years. Current law specifies uniform accounting
procedures,*® which require such insurance companies to book their share of future SDTF
assessments as aliability if it islikely to be incurred and the amount can be reasonably
edimated. Since Satutory accounting is a very conservative method of accounting, these uniform
accounting principles require insurers to book aliability for the entire amount of dl future
assessments.

The amount of dl future SDTF assessments for any one carrier can become quite large if the
carrier writes alarge volume of workers compensation premium in this state. Because of these
uniform accounting procedures, some workers compensation carriers in this state have asked the
Department of Insurance to grant them a specia “ permitted practice” o that they can account for
the SDTF assessments in amanner different from that prescribed by the uniform procedures. The
Department has dlowed those carriers to book only the current year SDTF assessmentsasa
ligbility under the permitted practice.

HMO Reporting and Transfer of Payment Obligations (“ Downstreaming”)

Every HMO mugt file with the Department an annua report including various financid
statements as well as contract and clams information, dong with an actuarid certification that:

Page 5

14 Ch.97-262, L.OF.

15 As defined in the National Association of Insurance Commissioners Accounting Practices and Procedures Manual (usually

referred to as codification, specificaly asthe Statement of Statutory Accounting Principles (SSAP) No. 35,) adopted
effective January 1, 2001, by Ch. 2001-213, L.O.F,; s. 625.01115, F.S. Thislaw conformsdl accounting provisons of the
Forida Insurance Code for insurance companies and health maintenance organizations.
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the HMO is actuaridly sound (which certification congders the rates, benefits, and
expenses of, and any other funds available for payment of obligation of the organization);
the rates charged are actuaridly adequate to the end of the period for which rates have
been guaranteed; and

adequate provison is made for incurred but not reported claims, and claims reported but
not fully paid.*®

The annud report must be filed by the HMO within 3 months after the end of itsfiscd year. In
addition, every HMO mugt file quarterly an unaudited financid statement within 45 days after
each of its quarterly reporting periods. However, Floridais the only state requiring HMOsto file
such statements for the 4th quarter.

At times, an HMO may contract with and compensate unregulated entities to provide hedthcare
sarvices to the HMO' s subscribers such as paying claims. Thisis done frequently through a
capitation or other financia arrangement and is referred to as “downstreaming.”!’ The HMO
may then reduce its recorded liability for these obligations on the basis that the payment
responsibility has been trandferred. If the unregulated entity becomes unwilling or unable to
satisfy these obligations, then the HMO is responsible for the liability.*®

HM O Dividends and Distributions

Under present law, dividends paid by an HMO to stockholders cannot exceed 10 percent of its
retained earnings (surplus) plus 100 percent of its prior year net income.*® Asaresult, HMOs
may pay dividendsin the amount of their prior year net income even though their accumulated
retained earnings account is negative. Some HMOs dect to be taxed in a manner smilar to
partners of agenerd partnership. Therefore, shareholders of these S-corporations have atax
incentive to annualy distribute the HMO's prior year taxable income because the shareholders
pay income tax on the HM O’ s taxable income whether or not distributed. Under the example
offered below, the HMO may distribute $2,360,484, even though it had no accumulated retained
earnings in the current year. In this case, the HMO distributed an even grester amount than it had
earned in the current year.

EXAMPLE:?
Net income — 1998 2,360,484
Retained earnings (deficit), 1/1/99 (4,622,019)
Net income - 1999 630,853
Dividends paid - 1999 (2,976,627)

Retained earnings (deficit), 12/31/99  (6,967,793)

165 64126, F.S.

17564135 FS.

18 5 641.3154(3), F.S.

195 641.365(1), F.S.

20 From the Department of Insurance
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Effect of Proposed Changes:

Section 1. Amends s. 624.404, F.S,, to dlarify the definition of a“fronting company,” by
deleting the term “gpproved reinsurer” and replacing it with the reference “to the existing
standards for acceptable reinsurers as defined in the reinsurance law under s. 624.610(3)(a), (b)
and (¢).” Theterm “fronting company” is currently defined as an authorized insurer which by
reinsurance or otherwise generdly transfers more than 50 percent to one unauthorized insurer
which is ot an approved reinsurer, or more than 75 percent to two or more unauthorized insurers
which are not gpproved reinsurers, of the entire risk of lass on dl insurance written by it in the
date, or on one or more lines of insurance, without obtaining prior approva from the state. The
term “ gpproved reinsurer” is no longer relevant in the context of reinsurance.

Section 2. Amends s. 624.80, F.S,, relating to the definition of “unsound condition,” to add
another condition to the criteria the Department of Insurance uses to determine whether an

insurer isin “unsound condition.” It adds the condition that an “insurer meets one or more of the
groundsin s. 631.051 for the appointment of the department as receiver.” Section 631.051, F.S,
edtablishes the various criteria for which the department may petition for an order directing it to
rehabilitate an insurer.

Section 3. Amendss. 624.81, F.S,, goplying to notice provisons relating to adminidrative
supervison, to authorize the Department to issue an order placing an insurer in administrative
supervision and to require the insurer to take such corrective action as may be necessary to
remove the causes and conditions giving rise to the need for adminidrative supervison.

It provides authority for the Department to promulgate rules cons stent with specified model
rules of the National Association of Insurance Commissoners (NAIC). According to
representatives with the Department, the NAIC issued a management comment to the
Department indicating that its laws were deficient because the agency didn’'t have authority to
order companies to take certain action if they were deemed to be in hazardousfinancid
condition. This section does three things it gives the Department authority to mandate
companies teke actions to improve their financid condition; it eiminates the NAIC deficiency
comment; and, alows the Department to promulgate rules consstent with NAIC mode rules
which define standards rdlative to companies deemed to be in hazardous financia condition.

Section 4. Amends s. 624.84, F.S,, relating to review of Department orders, to clarify that an
insurer’ sright for review before the Divison of Adminigrative Hearings (DOAH) under s.

120.57, F.S,, of a Department order placing such insurer under adminisirative supervison does
not operate as an automatic stay of the order. Also, the bill clarifies that during the period of
supervison, an insurer may contest an action by the Department to DOAH, but such an appedl
would not operate as an automatic stay.

Section 5. Amendss. 625.041, F.S,, relating to liability provisons, to make this provison
retroactive to January 1, 2002, and to require that aworkers compensation insurer include as
ligbilities on their financid statements only the Specid Disability Trust Fund (SDTF) annud
asessments that the insurer has actually received and such assessments that the insurer has been
notified in writing are or will be due and payable. The effect of this provison would codify the
“permitted practice” that the Department has aready granted to some workers compensation



BILL: CS/SB 2192 Page 8

carriers by alowing them to book aligbility for only the current year SDTF assessments as
opposed to recording all future assessments capable of being estimated as current lighilities.

Section 6. Amends s. 627.481, F.S,, relating to requirements for annuity agreements, to
address the financid requirements for charitable organizations that are authorized by the
Department of Insurance to issue donor annuity agreements. The current law does not clearly
establish the method for caculating reserves, and the types of assetsin which the reserves and
aurplus may beinvested in dso unclear. The bill clarifiesthe current law, specifies the method
for caculating reserves, and provides more specific investment requirements.

Section 7. Amends s. 641.26, F.S,, rdating to annud reports, to require HMOs to include in
their annud actuarid certifications assurance that they have adequately reserved for liabilities
associated with downstream risks that are required by s. 641.35(3)(a), F.S. (Section 8 of the hill).
The bill would diminate the requirement for HMOs to file a 4th quarter report, and specifiesthe
due dates for the filing of their 1t, 2nd, and 3rd quarterly reports. The bill also requires HMOs

to file quarterly reports and the annua report with the NAIC, and to pay fees to the NAIC rather
that to the Department, which they must do currently.

Section 8. Amendss. 641.35, F.S, rdating to assets, ligbilities, and investments. This
provison provides that if an HMO (through a capitation or other arrangement) transfers to any
entity other than this state, the United States, or any agency thereof, or to an authorized insurer or
HMO, the obligation to pay any provider for any clam, for purposes of determining the financid
condition of the HMO, to include liabilities associated with transfers of payment obligations to
third parties for which the provider has not received payment, unless the payment obligations are
secured by afinancid ingrument acceptable to the department which assures full payment of
those clams.

The bill dlows hedth maintenance organizations to invest a portion (5% of admitted assets or
25% of excess surplus, whichever isless) of their excess surplus in investments not specifically
authorized under current law as long as the investment is not aready expresdy prohibited by
Chapter 641, F.S. Thiswould dlow HMOsto invest in smilar types of investments as insurers
are allowed to do currently.

Section 9. Amends s. 641.365, F.S., applying to dividends, to provide that HM Os may not
pay dividends or digtributionsif their surplus funds would be less than zero, and to place limits
on HMO dividends or distributions smilar to those applied to domestic stock insurers under
S.628.371, F.S. This provision would prohibit dividend payments by HMOs to the extent that
they would create negative retained earnings. It would permit dividends equd to or less than the
greater of 10 percent of accumulated surplus funds or prior year net income, if such surplusis
115 percent of the minimum required statutory surplus after the dividend is made, and the
Department is notified 30 days prior to the dividend payment. This provison aso setsforth
criteriafor the Department to consider when gpproving dividends in excess of the maximum
amount alowed under the provisions noted above.

Section 10.  Amendss. 641.19, F.S, to define a“health care risk contract” under the
provisons for health maintenance organizations (HMOs), to state that such a contract isonein
which an individud or entity receives consderation or other compensation in an amount greater
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than 1 percent of the HMOs annua gross written premium in exchange for providing to the

HMO a provider network or other services, which may include adminigtrative services. The 1
percent threshold must be calculated on a contract-by- contract basis for each such individud or

entity and not in the aggregate for dl hedth care risk contracts.
Section 11.  Providesfor an effective date of October 1, 2002.
Constitutional Issues:

A. Municipality/County Mandates Restrictions:

None.

B. Public Records/Open Meetings Issues:
None.

C. Trust Funds Restrictions:
None.

Economic Impact and Fiscal Note:

A. Tax/Fee Issues:

None.

B. Private Sector Impact:

This bill would prohibit dividend payments by HMOs to shareholders to the extent that
such payments would create negative retained earnings under specified circumstances.
Placing these redtrictions on the payment of dividends or digtributions to shareholders

would therefore limit the income of such shareholders.

According to representatives with the Department, this bill will enhance the ability of the

department to monitor and direct the actions of companiesin hazardous financid

condition and dlow early intervention with troubled companies which would reduce the

number of eventud insolvencies. Prevention of insolvencies not only benefits

policyholders of the troubled company, but also reduces or eiminates assessment to other

carriers that cover the claims costs of an insolvent insurer or HMO.

There will be arevenue savings for HMOs since they will no longer be required to file a

4th quarter report.

HMOs may incur codts by having to provide afinancid instrument, under specified

circumstances, assuring their payment when such organizations enter into heath care risk

contracts to transfer payment obligations.
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VI.

VII.

VIII.

C. Government Sector Impact:
There would be arevenue savings of an indeterminate amount associated with a

workload reduction by eiminating the requirements that HM Os file areport for the 4th
quarter.

The Department would be authorized to adopt rules consstent with the NAIC's 1997
“Mode Regulation to Define Standards and Commissioner’ s Authority for Companies
Deemed to be in Hazardous Financid Condition.” There would be aminimum
(indeterminate) expense to the Department associated with adopting such rules.

Technical Deficiencies:
None.

Related Issues:

None.

Amendments:

None.

This Senate gaff analysis does not reflect the intent or officia position of the bill’ s sponsor or the Horida Senate.




